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MEANING, CONCEPT AND DEFINITION:
	The cost of capital of a firm is the minimum rate of return expected by its investors.  It is the weighted average cost of various sources of finance used by a firm.  The capital used by a firm may be in the form of debt, preference capital, retained earnings and equity shares.  A decision to invest in a particular project depends upon the cost of capital of the firm or the cut off rate which is the minimum rate of return expected by the investors.  In case a firm is not able to achieve even the cut off rate, the market value of its shares will fall. Infact, cost of capital is the minimum rate of return expected by its investors which will maintain the market value of shares at its present level.  Hence, to achieve the objective of wealth maximization, a firm must earn a rate of return more than its cost of capital.  The cost of capital has a direct relation with the risk involved in the firm.  Generally, higher the risk involved in a firm, higher is the cost of capital.
	Cost of capital for a firm may be defined as the cost of obtaining funds, i.e., the average rate of return that the investors in a firm would expect for supplying funds to the firm.  James C.Van Horne defines cost of capital as, “a cut-off rate for the allocation of capital to investments of projects.  It is the rate of return on a project that will leave unchanged the market price of the stock”.  According to Solomon Ezra, “Cost of capital is the minimum required rate of earnings or the cut-off rate of capital expenditures.”
	Thus, we can say that cost of capital is that minimum rate of return which a firm, must and, is expected to earn on its investments so as to maintain the market value of its shares. From the definitions given above we can conclude three basic aspects of the concept of cost of capital:
(i)  Cost of capital is not a cost as such.  In fact, it is the rate of return that a firm requires to  	earn from its projects.
(ii)  It is the minimum rate of return.  Cost of capital of a firm is that minimum rate of return 	which will at least maintain the market value of the shares.
(iii)  It comprises of three components.  As there is always some business and financial risk 	in investing funds in a firm, cost of capital comprises of three components:
(a) the expected normal rate of return at zero risk level, say the rate of interest 	allowed by the banks;
	(b)  the premium for business risk; and 
	(c)  the premium for financial risk on account of pattern of capital structure.

Symbolically cost of capital may be represented as: K = ro+b+f    
Where, K = Cost of capital, 
            r0 = Normal rate of return at zero risk level;
 b = Premium for business risk; and
 f = Premium for financial risk.
